ABSTRACT
Since those earlier times military members have enjoyed having their own department stores located on military bases worldwide. These department stores-the military exchanges-are agencies of the US Department of Defense (DOD). The military exchanges are tax free stores. This tax advantage, in concert with the exchanges' competitive pricing, helps make the products and services offered affordable for military members on their all-toooften meager salaries. Profits from the military exchanges are channeled to morale, welfare, and recreational (MWR) programs benefiting military personnel and their families worldwide.
In overseas locations the military exchanges provide military members and their families with familiar American products and services, priced in US dollars. Along with American products and services, these foreignbased exchanges often also sell indigenously-produced products at very competitive prices compared to stores in the local economies. Overseas-based members of the US military and their families rely on these stores for many, if not most of their personal needs. The exchanges further shield these military customers from unduly high local prices, which are often the result of fluctuations in exchange rates between the US dollars that the military members are paid in and the local currency that they must use to purchase goods and services in the local economies.
Back home in the US the military exchanges provide military members and their families with competitively-priced, top-quality products. Further, the exchanges guarantee that their prices are lower than any local competitors and will, at a minimum, match the prices of those competitors. Since the exchanges conduct business on military bases, which are legally federal property not under the jurisdiction of the respective states where the bases are located, exchange customers are not charged state or local sales taxes. This tax advantage furthers the cost savings afforded military members and their immediate families. This especially helps stretch the limited budgets of younger and lower ranking members of the military, particularly the young enlisted members.
The military exchanges offer a credit card program, the Military STAR Card. The Military Star Card is much like a store credit card that is only good at that store (e.g., a Sears' credit card good only at Sears). The Military Star Card is managed by the Exchange Credit Program (ECP), a function of DOD's exchange program. The Military Star Card allows military personnel, active duty or retired, and their immediate family access to credit at military exchanges worldwide. In more recent times ECP has enhanced the credit program by entering into an arrangement with MasterCard to provide new versions of the Military Star Card. These new cards are usable at businesses beyond just the military exchanges, such as off-base retailers (e.g., Walmart). As with the military exchange retail function, profits from the Military Star Card are channeled to MWR programs.
In addition to its own retail functions, the military exchanges also host commercial fast-food providers under contract (contracted concessions). Such commercial providers include McDonald's, Burger King, Taco Bell, Subway, and many others.
1 The tax-free advantage is applied here as well for the same reasons previously stated. Further, when using a Military STAR Card to pay for the food, a further 10-percent is deducted from the bill. In many cases the exchanges also operate their own cafeterias.
On most military installations the exchanges provide gas stations where members of the armed forces and their families can buy gasoline, automotive products such as motor oil, and other commonly available automotive products at highly competitive prices. Quite often automotive services are also offered such as tire replacement, alignments, tune-ups, and similar automotive maintenance services. Again, these exchange retail functions are free of state and local taxes; hence, they can be priced below competitors' prices in the local economies. Frequently in overseas locations this retail function offers the only reasonably-priced source of gasoline and other automotive products to military members and their families.
Military exchanges sell alcoholic beverages, again, tax free. Since military installations are considered federal property in the US or US sovereign property in overseas locations, local laws and regulations concerning the purchase of these beverages usually do not apply (e.g., state or local prohibitions on Sunday sales of alcoholic beverages generally do not apply on military installations). One exception to this is that at most military installations within the US, the exchanges limit the minimum age for the purchase of alcoholic beverages to that specified by the host state. Further, in a few cases where a specific Status of Forces Agreement with a host foreign nation places the installation under the sovereign laws of that host nation, the local laws apply. That said, in most cases of overseas military installations such sales are exempt from local laws and regulations. Nowhere is this more evident than in many Islamic nations where the sale of alcoholic beverages is strictly prohibited at any time; but the sale of these products is allowed on US military installations within those nations. These products, however, must remain on the installation.
The military exchanges also offer an Internet-based retail capability so that military members and their families can shop online and take delivery of the products through the mail or other shipping method.
The military exchanges are divided among and operated by the individual military service branches, although all members of the armed forces can use any service's exchange with proper military or dependent identification.
2 The Army and Air Force jointly operate the Army and Air Force Exchange Service (AAFES), while the Navy operates the Navy Exchange Service Command (NEXCOM, usually just referred to as NEX), the Marine Corps operates the Marine Corps Exchange (MCX), and the Coast Guard operates the Coast Guard Exchange (CGE).
3 AAFES, by far the largest of the exchange programs, has over 3,700 exchanges on Army and Air Force installations around the world. NEX has operating locations on naval facilities and aboard most naval vessels.
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MCX operates around 170 facilities worldwide.
As previously mentioned, the military exchanges do more than just provide products and services at competitive prices to members of the armed forces and their families. Significant funds from exchange-generated profits are reinvested back into military community activities, such as MWR programs. These quality-of-life programs include, but are not limited to, rest and recuperation activities and facilities for military members and their families. Given the nature of the military occupation, such facilities are a necessity. Further, abundant youth activities exist that provide military children with various constructive pursuits of their time. This is especially important in overseas locations where all-too-often cultural and language differences can make the children of military members feel isolated, with the resultant boredom and possibly less-than-healthy activities.
Military-exchange privileges are extended to military retirees and their immediate families as well. The military exchanges offer special retiree-focused councils and considerations, such as the AAFES Director's Exchange Retiree Advisory Council (ERAC). The ERAC is made up of military retirees who represent retiree issues to the exchanges and advocate for those retirees.
An additional benefit of the military exchanges is that they provide employment opportunities for the families of military personnel. For example, in 2011 around 30-percent of AAFES employees were reported to be military family members, while 13-percent were military veterans. The extra income earned by a spouse or child of the military member is quite welcomed to help bolster all-too-often rather meager military pay, particularly in the lower ranks. This also helps maintain a sense of home, usefulness, and worth to the families of military members in overseas locations.
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MILITARY EXCHANGE FINANCIALS
Around 98-percent of AAFES operational funding is derived from its sale of goods and services. Appropriated DOD funds account for the remaining 2-percent of AAFES' operational budget. Around 67-percent of 2 Dependents are usually immediate family members. 3 Although the Coast Guard (CG) in times of peace exists under the Department of Homeland Security (DHS) and not the Department of Defense (DOD), it is nonetheless considered one of five branches of the armed forces of the United States, along with the Army, Air Force, Navy, and Marine Corp as described by Title 10 of the United States Code (USC). During war the CG becomes an element of the Navy and then falls under DOD command. The reason that the peacetime CG is under DHS is that the CG conducts and is involved in various law enforcement activities as described and authorized by Title 14 USC. Title 18 USC prohibits the military, except for the CG, from conducting law enforcement activities. This is known as the Posse Comitatus Act. The CGE at all times operates as a military exchange with exactly the same functions and eligibility requirements of AAFES, NEX, and MCX. 4 The number of naval exchanges fluctuates as the number of ships in the Navy changes. 5 Families are not able to accompany the military member in all overseas locations. In combat arenas and several other remote locations having families accompany the military member is not possible or desirable for many reasons. Obviously, families cannot accompany their military member aboard naval ships. Figure 1 . Army and Air Force Exchange Service Financial Statements for fiscal years 2010 and 2011. In the balance sheet the "right side" is titled "Liabilities and Net Assets." "Net Assets" is substituted for the more common "Equity" seen in most commercial business balance sheets because AAFES is a government, hence taxpayer-owned enterprise. The "Statements of Earnings" are the government's equivalent of "Income Statements" for commercial business. These statements are from the Army and Air Force Exchange Service Annual Report for 2011 (AAFES, 2012a 
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THE CONTRACTING QUESTION
Again, the mission of the military exchange program is to:
1. Provide quality merchandise to military members and their families worldwide at competitive prices.
2.
Generate income to support military morale, welfare, and recreation (MWR) programs.
As previously discussed the military exchanges are agencies of DOD which are operated by the respective service branches, as is the ECP with its Military Star Card function. The fast-food providers-concessions-are provided by commercial businesses under contract. These contracted activities by all accounts operate effectively and efficiently, addressing the military exchange mission requirements at least satisfactorily, if not excellently. These concessions even operate on many foreign-based US military installations. The question is, can and should all of the military exchange functions be contracted activities as well? The purpose of DOD is national defense, not retail sales. While the original need for establishing a military-operated exchange program may have been valid many years ago when the commercial sector was not capable of supporting worldwide military operations and operating locations, is that still the case? Could a negotiated contract with a major commercial retailer provide service members and their families with better products, at better prices, and with better service, all at reduced cost to the US government, hence reduced cost the US taxpayers? After all commercial retailers are in the business of conducting retail operations and the associated logistics-this is what they do best because it is why they exist. A similar argument could be made for the ECP credit function that would suppose that a commercial bank may be better suited, at reduce cost, to service the military credit program. This is what banks are in business to do. On the other hand, DOD exists for the purpose of and is this nation's foremost expert in national defense.
If replacing the current military exchange system with a contracted commercial business is something sufficiently viable to be investigated, then the next question would be, should just the US-based exchanges or all the exchanges worldwide be contracted to commercial business? What about in combat arenas or aboard naval vessels? In short, would a company such as Walmart or Target, with their well-established logistics and marketing capabilities, be able to provide at least the same level of service at lower prices through such economic phenomena as economies of scale? Could a significant portion of the profits of these commercially-run operations be used to support MWR activities much in the same way that the current exchanges do? Or could the government create a separate, privately-owned and operated, but government-sponsored enterprise (GSE) to manage and operate the military exchange system? Or is the current arrangement the optimal solution?
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The Clute Institute
Critics of replacing the current military exchange system with contracted commercial businesses argue that the military exchange program has been and remains mostly self-funded, and it produces significant cash flow to fund MWR programs. They fear that if DOD was to adopt the commercial contractor route for all exchange functions that over time the unique requirements of the military would not be served as well as they currently are. Further, they fear that financial support of MWR programs would evaporate away in the interests of commercial profits and politics, at both the national and local levels. Such fears may be well founded based on real-world experience with the commercial sector and in the political arenas of government. How could these fears be addressed? Closely related to this is that fact that the exchange privileges enjoyed by the military are seen as noncash military compensation that could possibly be jeopardized by contracting the exchange functions to commercial businesses. If that non-cash compensation were to be lessened-or even perceived to be lessened-then the salaries of military personnel would have to be raised sufficiently to make up for the loss, otherwise recruitment and retention could suffer greatly. 6 The increase in military salaries necessary to offset the potential reduction or loss of the exchange benefit, would represent a large cost increase to the government; hence, the US taxpayers. In short, the critics do not want to allow this military benefit to get too much outside of DOD control.
In 1997, in an effort to better understand this matter, the Congressional Budget Office (CBO) studied DOD's retail activities and produced a paper, "The Costs and Benefits of Retail Activities at Military Bases" (Congressional Budget Office, 1997) . The study was part of an overall effort aimed at reducing DOD costs to free up money for replacing obsolescent and worn-out military equipment. This study was conducted in concert with the closing of suddenly redundant military installations around the world in the years following the end of the Cold War. The study evaluated the social and budgetary costs and benefits of all of DOD's retail activities. 7 The conclusion of this study was that the DOD's justification for maintaining the exchanges 8 was not tenable. The report stated that the military exchanges were not a cost effective way of maintaining DOD's required recruitment and retention levels. The CBO report voiced the opinion that DOD has maintained the exchanges primarily because the real costs of the program do not show up in DOD's financial documents; therefore, exist outside of DOD's budget line. Providing increased military salaries, however, would show up in these documents and would, as a result, fall within DOD's budget. That would make DOD directly answerable for any costs associated with these retail activities in ways that they aren't today. The CBO report concluded that "Any meaningful debate over DOD's future retail activities may have to balance the inefficiency of subsidized, government-run stores as a way to attract and retain a high-quality force against the disrupted expectations and transition costs associated with changing that system" (Congressional Budget Office, 1997).
Over 17 years have gone by since that report and its follow-on testimony to Congress in 1998. The military exchange system remains as it was before. Only the closure of military bases around the world, along with a general reduction in the size of the military has reduced military exchange operations. Military members and their families still use and value the exchanges as much as they ever did, and there is no doubt that major changes to it would be met with profound apprehension and distrust. But if something better were to be offered, something with better goods and services, at better prices, and still was able to fund the MWR programs at least to the levels they currently are funded, along with concrete guarantees that the politicians would keep their hands off the money, 9 then the military community might be amenable to such changes. 6 The voluntary recruitment of personnel to the ranks of the military is mostly a post-Vietnam development that is jealously guarded by DOD. If the voluntary recruitment process was suddenly unable to provide sufficient numbers of qualified personnel to fill the ranks of the military, especially during periods of war, then DOD would have to resort to the draft again. DOD seeks to avoid this possibility by offering military personal either competitive salaries or, in the absence of that, providing offsetting military benefits sufficient to induce recruitment and then support the retention of highly trained and experienced personnel. The retention of these critical personnel who are necessary to maintain an effective and viable national defense is a major concern for DOD leadership. 7 The study included other military retail activities such as commissaries, which are the military equivalent of grocery stores. These other retail activities are outside of the scope of this paper, but any decision made in regards to the military exchanges would have major implications for these other activities as well. 8 And other military retail activities. 9 DOD has been a place where politicians have traditionally gone looking for additional funds for pet projects or to make up budget shortfalls by raiding the DOD budget. Military members are precluded from criticizing elected leaders in the manner that that employees of civilian agencies can. This is why there are many non-profit, private military-related organizations, such as the Air Force Association, which seek to provide a voice for the military members who under the duress of law cannot otherwise criticize political decisions. This is the nature of military service. Further, many active-duty personnel know all-too-well that the government has broken its promises to and contracts with members of the armed forces before, such as the Vietnam GI Bill and healthcare for military retirees.
